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PREFACE 


The current issue of BAYLOR BUSINESS STUDIES 
carries to the reader papers explaining two types of available 
services of vital interest and concern to the businessman. Each 
writer is an authority in his respective field. The first paper 
entitled “Social Responsibilities of the Certified Public Account- 
tant” is by Roderick L. Holmes, Associate Professor of Ac- 
counting in the School of Business, Baylor University. The second 
paper, “Self-Insurance From the Buyer’s Point of View,” is by 
Henry E. Theobald, Assistant Dean, School of Business, North- 
western University. Confident that these articles will be found 
both interesting and informative, we heartily recommend them to 


readers. 


Atpon §. Lance, Dean 
School of Business 


Roperick L. HoLMrEs* 


SOCIAL RESPONSIBILITIES OF THE CERTIFIED 
PUBLIC ACCOUNTANT 


INTRODUCTION 


One of the objectives of the accounting process is to record 
business transactions in an organized and systematic manner. 
Once business transactions have been recorded, it is then another 
objective of the accounting process to communicate the results of 
these business activities to other persons for their information or 
use. These results are communicated in monetary terms, supple- 
mented by additional terms such as units, ratios, trends, graphs, 
and opinions. Because of these recording and reporting objectives, 
accounting frequently is referred to as the language of business. 

The Certified Public Accountant has achieved professional 
status as an expert in this language of business. He carries the 
burden of communicating authentic and reliable business data in 
a manner that will minimize the possibility of misunderstanding 
these data. The major thesis of this paper is concerned with the 
sense of social responsibility that the CPA should accept for the 
chain-reaction type of decisions and events that may follow the 
professional communications that he releases.! The CPA’s com- 
munication problem is presented first since it is fundamental to 
the social responsibility concept. 


THE COMMUNICATION PROBLEM OF THE CPA 


Communication is a process whereby a person makes his 
thoughts, desires, or knowledge known and understood to an- 
other person.2 The successful management of a business activity 
in our contemporary business world is greatly dependent upon 
satisfactory communication. 

Accounting is an important segment of this communication 
process.4 It assists in establishing a system for transacting busi- 


*Mr. Holmes is an Associate Professor of Accounting at Baylor Uni- 
versity. He presented this paper at the annual convention of the South- 
western Social Science Association, Galveston, Texas, March 27, 1959. 

1Throughout this paper, major emphasis is placed upon the social implica- 
tions of the CPA’s work that arise from his professional relationships with 
our large, publicly owned, corporate enterprises. This point of emphasis 
is thought to be proper in view of the economic significance of our modern, 
large corporations. 

2An important step of the communication process that sometimes may be 
neglected or overlooked is that a communication really is not effective unless 
the recipient understands it—unless the recipient actually “gets the message.” 

3George R. Terry, Principles of Management (Homewood, Illinois: Rich- 
ard D. Irwin, Inc., 1956, revised), p. 408. 

4Joseph F. Bradley, “The Emergence of Business as a Profession,” Col- 
legiate News and Views, XI, No. 3 (March, 1958), p. 11. 
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ness, provides a record of transactions, and summarizes and pre- 
sents the economic results of these transactions. 

The Certified Public Accountant has achieved professional 
status. In the efforts to achieve this professional status, the art 
of communication has been a basic and underlying problem. The 
American Institute of Certified Public Accountants and other 
professional accounting societies have helped in establishing many 
standards of knowledge and ethical practices that a person must 
meet in practicing as a Certified Public Accountant. However, a 
vast portion of the work of these professional groups has been 
concerned with the communication problem—‘standards of re- 
porting” as it is commonly known in the profession.‘ 

The complicated communication problem of the CPA is aggra- 
vated by several factors. Two complicating factors pertinent to 
this paper are a majority of the users of reports prepared by 
the CPA are non-accountants ;° and, the CPA’s reports frequently 
do not stop with the addresses originally selected, but reach an 
unseen and unidentified audience.? Recognition of these factors 
has led to the preparation of multiple-purpose or all-purpose fi- 
nancial statements. The issuance of all-purpose statements solves 
some aspects of the communication problem, but it also creates 
additional complicating factors. 

Doctors of medicine, attorneys, and other professional men 
engage in professional findings and evaluation. Usually, they 
either recommend the action to be taken or they personally direct 
the action. Usually, they are in a “face-to-face relationship” with 
their patients or clients. By contrast, the CPA in rendering his 
service does not come into a face-to-face relationship with many 
of those who read his reports or with those who receive the infor- 
mation through indirect channels. He usually does not direct the 
action to be taken based upon his reports. The CPA must assume 
that these persons can comprehend his reports and that they are 
capable of making their own decisions based upon these reports. 


5Special reference is made to the Accounting Terminology Bulletins, Ac- 
Counting Research Bulletins, and Statements of Auditing Procedure issued 
by the American Institute of Certified Public Accountants, and the various 
statements on standards underlying corporate financial statements issued by 
the American Accounting Association. 

6Arthur M. Cannon, “Accounting as a Social Force,” The Journal of 
Accountancy, Vol. 99, No. 3 (March, 1955), p. 60. 

7Maurice E. Peloubet, “The Problem of Communication,” The Journal 
of Accountancy, Vol. 102, No. 1 (July, 1956), pp. 36-38. 

8Reference is made to the CPA and his professional relationship with 
those interested in the activities of our large, publicly-owned corporations. 
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If, as stated earlier, the effectiveness of a communication is 
dependent upon its being understood, how is the CPA to make 
heterogeneous groups of non-accountants understand his reports 
and opinions? This is a perplexing question for which there 
seems to be no definite answer. Perhaps the best attempt to 
develop an answer can be made by reviewing the current means 
used by, or available to, the CPA in meeting this communication 
problem. 

The first step in achieving an understanding between the CPA 
and the non-accountant is for the CPA to acquire adequate 
knowledge of accounting and related fields. He should be an 
expert on the transmitting end of the communication process. 
This step is met, partially at least, by the educational and experi- 
ence requirements and the testing procedures involved in becom- 
ing a CPA. However, the CPA should feel an obligation to 
continue his education after entering public accounting practice. 
Continuing education is a need which is currently receiving recog- 
nition by members of the accounting profession.? It appears that 
too many practicing accountants are deficient in knowledge in 
such areas as economics, sociology, banking, management, and 
electronic data processing. The CPA through either formal or 
informal study must be familiar with such fields if he is to evalu- 
ate properly the uses that will be or might be made of his reports. 
The CPA’s communications would be more effective if he could 
better anticipate the “frame of reference” of both the known and 
unknown recipients. 

Another aid to the CPA in solving his communication prob- 
lem is that of conformance to the accounting principles and 
standards of reporting that have been adopted by the professional 
accounting societies.!° The CPA should recognize that accounting 
as it is now known is the result of a process of evolution.!! 
Accounting has developed to meet the “needs of the times.” It 
appears that the various bulletins issued by the American Insti- 
tute of Certified Public Accountants are basically sound. They 
have been issued only after careful deliberation and representa- 
tive professional approval. The CPA should not depart from these 


9Elmer G. Beamer, “Accounting Education—Continuing Adult Education 
for th Public Accountant,” The Journal of Accountancy, Vol. 106, No. 5 
(November, 1958), pp. 68-72. 


10Joseph F. Bradley, “The Emergence of Business as a Profession,” Col- 
legiate News and Views, XI, No. 3 (March, 1958), p. 11. 

11Morton Backer (Editor), Handbook of Modern Accounting Theory 
(New York: Prentice-Hall, Inc., 1955), pp. 10-13. 
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general standards. A-departure from them would lead to addi- 
tional misunderstanding by the non-accountant group, since this 
group, by custom and exposure, is at least partially familiar with 
certain standard terminology and reporting methods. However, 
these statements about conformance should not suggest that the 
CPA assume a static attitude toward his communication prob- 
lem. He has retained many independent judgments to make and 
opinions to express. If the CPA believes that some standards 
are antiquated or that a new standard is desirable, he should feel 
obligated to become articulate and express his beliefs through the 
channels provided by the professional associations. 


Another aid to solving the communication problem lies in the 
education or enlightenment of the non-accountant groups and the 
unseen audience. As a professional man, the CPA is expected to 
render service. He can render his service most effectively if 
his audience is receptive of his communications—his statements, 
reports, and opinions. The audience will be most receptive if it 
has confidence in the professional ability of the CPA and if it 
understands some basic elements of business operations including 
the accounting, auditing, and reporting processes. To gain the 
confidence of the audience, the CPA must strive to achieve and 
to maintain the highest professional standards of knowledge and the 
highest standards of ethical practices, both for himself and for 
his professional accounting colleagues. To promote the education 
or enlightenment of the audience, the CPA should use the termi- 
nology and standards of reporting that have been developed and 
accepted by the “business world” and by the professional account- 
ing societies. The CPA should accept the responsibility to support 
and to help implement all worthy programs concerned with the 
education and enlightenment of the non-accountants and the un- 
seen audience.!? Presentation of basic business operations, ac- 
counting procedures, purposes of accounting, limitations of finan- 
cial reporting, etc., may be presented through various media. These 
media include press releases, adult training classes, telecasts, 
broadcasts, brochures, articles in business and general-reader peri- 
odicals, books, conferences, graphic presentation of accounting 
data, and other media. 


12It is suggested that the CPA accept a reasonable share of this respon- 
sibility for education and enlightenment. The users of the CPA’s reports 
should accept a sense of responsibility for making reasonable efforts to 
learn about the accounting processes and the utility of accounting data. 
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SOCIAL IMPLICATIONS OF THE CPA’S WORK 


The CPA’s professional requirements, legal responsibilities, 
and codes of ethical practices have been rather carefully defined 
by the professional accounting societies, by state statutes, and 
by court interpretations. However, the CPA also should be aware 
of and accept the responsibility for the effect of his work that 
extends beyond these legal and professional responsibilities. In 
this paper this extended area of responsibilities has been desig- 
nated as the “Social Responsibilities of the Certified Public Ac- 
countant.”’ 

As used in this paper, the social responsibility of the CPA 
refers to his sense of moral obligation to render service for the 
good of the community.!3 The community begins with the person 
or persons with whom the CPA works, or the person or persons 
to whom the CPA’s reports originally are addressed. Once the 
CPA releases his reports, he loses direct control of their use. The 
constituency of a community then multiplies or divides into 
numerous larger or smaller groups depending upon the extent of 
use of these reports. 

It is quite common for the addressee of a report to take action 
based upon the report and to pass on some or all of the reported 
information to others. The result is that an original communica- 
tion may serve in a chain-reaction fashion as the basis for addi- 
tional actions, decisions, and communications that affect additional 
members and groups of our society. These effects may accumu- 
late or multiply until the policies and actions based upon them 
reach national or even international significance in forms such as 
legislation and government policy. To render the best possible 
service, the CPA must be aware of these social implications and 
accomplish his professional work with “the good of the com- 
munity” as a frame of reference. This frame of reference has 


13A more sophisticated definition of responsibility was written by Chester 
I. Barnard: “Morals are personal forces or propensities of a general and 
stable character in individuals which tend to inhibit, control, or modify incon- 
sistent immediate specific desires, impulses, or interests, and to intensify 
those which are consistent with such propensities. The tendency to inhibit 
control, or modify inconsistent and to reinforce consistent immediate desires, 
impulses, or interests is a matter of sentiment, feeling, emotion, internal 
compulsion, rather than one of rational processes or deliberation, although in 
many instances such tendencies are subject to rationalization and occasional- 
ly to logical processes. When the tendency is strong and stable there exists 
a condition of responsibility.’ Chester I. Barnard. The Functions of the 
—— (Cambridge, Massachusetts: Harvard University Press, 1940), 
p. 
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been summarized quite aptly by a highly respected authority in 
the field of social psychology : 


J. M. Keynes once defined capitalism as ‘the astonishing 
belief that the nastiest motives of the nastiest men somehow 
or other work for the best results in the best of all possible 
worlds,’ and in this sense, at least, capitalism is dead, for 
the individual’s striving for his own gain, without an equal 
emphasis on the welfare of others, no longer automatically 
brings good to the community.!4 


Social Accounting. The application of double entry bookkeep- 
ing to socio-economic analysis is referred to as social accounting. 
It is concerned with the construction, estimation, and analysis of 
national or international income, national or international balance 
sheets, and the design of the system of component accounts to 
accumulate such information. 

The United States Department of Commerce has published a 
series of national income and related statements for the past 
twenty-five or thirty years. Data for these statements are sum- 
marized in the following six accounts: the national income and 
product account itself, which is a giant profit and loss statement 
for the nation as a whole; four sector accounts, covering receipts 
and expenditures of business, government, householders, and the 
transactions of foreigners with United States residents ; and a sav- 
ing and investment account, which is a statement of changes in the 
consolidated balance sheet of all residents of the country. Much of 
the information for these statements is derived from balance 
sheets and profit and loss statements filed in connection with in- 
come tax returns.!5 Additional information is gathered from num- 
erous other sources including the imputing or estimating of cer- 
tain data. 


These national accounts have become an invaluable aid to 
economic analysis. National income is an indicator of employment 
and prosperity, while personal consumption expenditures and 
domestic investment are a sensitive index of the demand for busi- 
ness products and services.!® Since the advent of macro-economic 
analysis, at least two further uses for accounting data have 


14J.A.C. Brown, The Social Psychology of Industry (Harmondsworth, 
Middlesex, Great Britain: Penguin Books, Ltd., 1954), p. 305. 


15John P. Powelson, “Social Accounting,” The Accounting Review, Vol. 
XXX, No. 4 (October, 1955), p. 651. 


16]bid., p. 654. 


SOCIAL RESPONSIBILITIES OF THE CPA 13 


developed: a general guide to public policy and legislation, and a 
general guide for public as well as private prediction and control.!” 

The CPA should be aware of these broad social implications 
of his work and accept a sense of responsibility for them. As 
a professional man, he should be concerned with the best manner 
of discharging this responsibility. There perhaps are numerous 
areas of improvement which would help the CPA to discharge this 
responsibility in a more satisfactory manner. Certainly an im- 
provement of the communication process, as previously discussed, 
would be an aiding factor. There appear to be two additional 
areas of improvement in which the CPA should take an active 
part: developing an improved system of gathering and reporting 
national income data and developing an accounting framework 
that gives proper recognition to changing price levels or changes 
in the purchasing power of the dollar. 

Perhaps most persons familiar with the system of national 
accounting employed by the United States Department of Com- 
merce would agree that the system could be improved. For one 
thing, the system could furnish data that are more comparable and 
reliable. It was stated earlier in this paper that much of the infor- 
mation for the national income accounts comes from the balance 
sheets and profit and loss statements filed in connection with 
income tax returns. It is apparent that a collection of such state- 
ments will not have a common denominator. Some statements, or 
parts of some statements, will be prepared in accordance with in- 
come tax accounting requirements only, and some will be pre- 
pared in conformity with “generally accepted accounting prin- 
ciples.” Some of the statements filed will be prepared by non- 
accountants and some by non-professional accountants. Still others 
will be prepared by professional accountants but without either an 
audit or a professional opinion. Even the “generally accepted 
accounting principles” allow the well-known multiple standards 
for arriving at the cost of inventory and for computing depreci- 
ation. 

To further complicate the current attempts to compile com- 
parable and reliable data, some items of national income, such as 
the value of services from owner-occupied homes, are estimated 
or imputed. The values of services of housewives are omitted 
from the national income accounts. Government services, such 


17Dwight P. Flanders, “Accounting and Economics: A note with Special 
Reference to ‘The Teaching of Social Accounting,’ ” The Accounting Re- 
view, Vol. XXXIV, No. 1 (January, 1959), p. 71. 
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as police protection, are valued at cost since no market prices 
are available. Consumer durables are consumption expenditures 
in the year in which purchased. A “plug figure” called statis- 
tical discrepancy is used to make the accounts balance. 

Gross national product, a significant figure in national income 
analysis, is based upon value at current market prices. This im- 
plies the need for developing a price level accounting system 
which presently is not given adequate attention in many financial 
statements, especially those filed with income tax returns. 

The national income or social accounting area offers a tremen- 
dous challenge to the CPA who is sincerely interested in render- 
ing better service. His work, whether it be in the system, audit- 
ing, reporting, or taxation areas, becomes an integral part of the 
national income data. These data are referred to in arriving 
at many decisions on welfare legislation, income tax legislation, 
governmental policies on inflation or depression, businessmen’s 
decisions to expand or contract operations, etc. These laws and 
policies are mediums that have a great impact on the social re- 
lationships in our society. The CPA’s acceptance of his broad 
social responsibility to our national society should lead him to 
take an active part in attempting to improve the current “gen- 
erally accepted accounting principles” and to improve the system 
of national income accounting. Suggested improvements would 
include the development of more satisfactory methods for report- 
ing the impact of price level changes and the elimination of the 
current multiple standards for valuing inventory, computing de- 
preciation, and writing off research and development costs. 

Some Social Implications Within the Profession. In reviewing 
the social responsibilities of the CPA, the social implications re- 
sulting from relations with his colleagues should not be overlooked. 
The American Institute of Certified Public Accountants and the 
various State Societies of Certified Public Accountants have 
adopted rules of ethical practices governing the conduct of their 
members. Mr. John L. Carey, a leading authority on professional 
ethics in accounting, has described these rules as follows: 


. intended to encourage a type of behavior by the indi- 
vidual member of the profession which will keep him out of 
trouble, redound to the credit of the group as a whole, 
strengthen public confidence in the profession, and enlarge 
its opportunities for service.'8 


18Morton Backer (Editor), Handbook of Modern Accounting Theory 
(New York: Prentice-Hall, Inc., 1955), p, 121. 
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Certain portions of these rules deal to a limited extent with 
the relationships among members of the profession. Since these 
rules and their interpretation for enforcement purposes represent 
collective opinions of the profession, they are not complete. They 
cover only a few of the numerous situations that may arise. Like 
the development of the common law, development of these rules 
will be a never ending process. New rules will be developed to 
meet the requirements of new and/or important situations.!9 If 
the profession is going to progress and retain professional status, 
it means that the individual CPA must maintain a personal code 
of high moral principles that extends between and beyond these 
incomplete, written rules. The following are a few examples of 
the high moral principles that the CPA should follow :7° 


(1) As an employer—pay adequate salaries to employees; 
properly organize and co-ordinate their work ; provide them with 
reasonable opportunities for advancement. 


(2) Charge proper fees for services rendered. Accept per- 
sonal satisfaction for a service well-performed as a part of the 
remuneration for the service rendered. 


(3) Participate to a reasonable extent in worthy civic, church, 
or community activities. 


(4) Maintain a high moral standard of personal conduct at 
all times—in public places as well as in the presence of clients. 


(5) Be honest in all dealings, whether they be of a profes- 
sional, personal, or social nature. 


(6) Keep professional knowledge up-to-date with the changing 
times. 

(7) Do not attempt to perform a task as a professional serv- 
ice if not qualified to do so. 


(8) Consider the effects that actions and conduct may have 
upon other members of the profession. 


The failure of a CPA to follow any one or all of the suggested 
examples of high moral principles may result in a social loss to 
other CPAs. The loss may affect only an individual CPA, it may 


19/bid., p. 122. 


20’These examples are very general in nature since the ‘ “specific” will vary 
in degree and extent depending upon the individual CPA’s sense of moral 
responsibility, upon local customs, ete. 
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affect a group of CPAs, or it may affect the entire profession.?! 


The CPA should realize that his responsibilities to fellow ac- 
countants and to the accounting profession as a whole are not 
adequately discharged by just a strict conformance to the written 
standards of performance or the written rules of conduct. These 
standards and rules must be supplemented by high moral stand- 
ards if the profession is to improve or retain its social status. 


Some Social Implications for Additional Individuals and 
Groups. The CPA’s social responsibilities at the national level 
and within the accounting profession have been discussed briefly 
in previous sections of this paper. This social responsibility con- 
cept extends to numerous other individuals and groups of various 
categories—stockholders, management, employees, and others. 


Stockholders are the owners of corporate businesses. In the 
smaller corporations, stockholders usually take an active part in 
management of the enterprise. In our modern, large corporations 
with widely dispersed stockholdings, many stockholders have only 
a passive attitude toward actual management. Some are interested 
primarily in earnings on their holdings and in protecting their 
savings from the ravages of inflationary erosion. Certain others 
may have a speculative interest. Others may have a genuine in- 
terest in the management function. This diversity of stockholder 
interests was a major factor in considering the CPA’s communica- 
tion problem and it also is a major element for consideration in 
assigning social responsibility. 

The CPA should be aware of the social implications for stock- 
holders resulting from his part in the accounting and reporting 
processes. He actually is helping to determine the fate of personal 
savings, the levels of living standards, the social status of an in- 
dividual or a group. Primary emphasis in this area of responsibil- 
ity appears to be upon the presentation of earnings data. The 
concepts of consistency and comparability of data are paramount 


21For example, consider some of the possible consequences of paying in- 
adequate salaries to employees. ‘This may lead to attracting and employing 
personnel without proper qualifications or may lead to employees becoming 
dissatisfied with their employment; this may lead to sub-standard reporting ; 
this may mislead a client, the public, or raise the wrath of a regulatory 
agency; this may tend to place this CPA and CPAs as a class in disrepute ; 
this may cause a decrease in prestige and income for this CPA and all 
CPAs; this may lead to the continued employment of personnel without 
adequate qualifications; this may then lead back through the cycle until the 
profession loses in social status. Additional legislation or regulation direct- 
ed at CPAs could be another outcome of such a chain of events. 
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in this area. The “generally accepted accounting principles” in- 
clude these concepts. However, the consistency and comparabil- 
ity currently achieved have primary significance only in data 
developed for one enterprise. Comparative data for two or more 
separate enterprises frequently are not comparable because of the 
differences in the generally accepted methods for valuing inven- 
tory, computing depreciation, charging research and development 
costs, etc. Furthermore, comparability of data for a single enter- 
prise, as well as for enterprises collectively, is significantly nul- 
lified by inadequate presentation of the effects of price level 
changes. 

To properly discharge his social responsibilities to stockhold- 
ers, the CPA needs to improve his communication techniques to 
the extent suggested earlier in this paper. In addition to this, he 
should take an active part in supplementing old standards and in 
initiating some new standards of comparability and consistency. 
Extreme originality in the presentation of financial reports should 
be avoided until it has been studied and adopted by the accounting 
profession in collaboration with other groups. Suggested improve- 
ments would include the development of comparable data for en- 
terprises within the same industry classification—comparable 
methods of inventory valuation, depreciation, writing off research 
and development expenses. Provision should be made to indicate 
the effects of price level changes. Conventional balance sheets 
and income statements should at least be supplemented by com- 
parative statements of source and disposition of funds. Clarifi- 
cation is needed in the presentation of lease arrangements and un- 
consolidated subsidiaries. This is only a partial listing of the 
areas of improvement that the CPA should support or initiate 
in order to facilitate improved reporting to stockholders.23 These 
improvements would tend to make price-earnings ratios, earnings 
per share, and other comparative analyses more significant and 
more representative of anticipated future results. 

The management function of an enterprise may be exercised 
through various forms and combinations of nae * interests. 


22'To cite one ‘aliaiiin of this type of initiative, a practicing CPA has 
ommend rather convincingly a means for climinating alternative account- 
ing principles through the establishing of a “court of accounting principles.” 
Leonard Spacek, “The Need For An ft Court,” Reprint of an ad- 
dress before the American Accounting Association Convention, Madison, 
Wisconsin, August 27, 1957, pp. 1-24. 


23Phillip L. West, “The Reporting of Earnings to Stockholders,” The 
Journal of Accountancy, Vol, 107, No, 2 (February, 1959), pp. 27-32. 
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The objectives of different management groups will vary, but 
reasonable profits and continued life of the enterprise are quite 
common objectives. To achieve their objectives, management 
groups engage in such functions as planning, organizing, coordi- 
nating, and controlling. In rendering service to management, the 
CPA has the responsibility of providing data that are reliable 
and useful in carrying out these management functions. 

The CPA may render various services to management in forms 
ranging from systems work to auditing and reporting. Recently, 
the profession has placed new or renewed emphasis upon the 
rendering of “management services.” The CPA should recog- 
nize that he is furnishing data that assist in the determination of 
the size, success, and longevity of an enterprise. A part of these 
same data also helps in the evaluation of management and there- 
fore affects the status and longevity of management personnel. 

Business enterprises are important organs in our society. They 
have an important effect upon the social status of many persons 
—owners, employees, customers, management personnel, credit 
grantors, and the general public. The social responsibilities of 
management have been summarized by one management authority 
as follows: 


. but what is most important is that management realizes 
that it must consider the impact of every business policy and 
business action upon society. It has to consider whether ac- 
tion is likely to promote the public good, to advance the basic 
beliefs of our society, to contribute to its stability, strength, 
and harmony.74 


The CPA should sense that he has a joint responsibility with 
management for an enterprise’s effect upon society. For example, 
it is generally recognized that management has the primary re- 
sponsibility for an enterprise’s financial statements. However, the 
CPA enters into this responsibility scene in the expression of 
opinions upon financial reports. 

To discharge his responsibilities satisfactorily, the CPA must 
have adequate knowledge, as previously suggested under the com- 
munication section. He also must maintain a code of high moral 
principles. The CPA who engages in rendering “management 
services” should accept the responsibility for becoming familiar 
with the management functions and for becoming proficient in 


24Peter F. Drucker, The Practice of Management (New York: Harper 
and Brothers Publishers, 1954), p. 388. 
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solving management problems. He should be aware of the limi- 
tations of his competence in this area and not perform work that 
over-extends his realm of competence.25 The CPA should accept 
the responsibility for rendering services that are useful to man- 
agement in carrying out the management functions. Special 
emphasis should be given to the consistency and comparability 
of data, including the presentation of the effect of changes in 
price levels. 

The social status of employees or “labor” is affected by the 
work of the CPA. Strikes, rates of pay, bonuses, promotions, 
fringe benefits, and the employer’s “ability to pay,’ are just a 
few of the employee relationship factors that are dependent either 
directly or indirectly upon the accounting data developed through 
management and the CPA. 

In rendering professional service to an enterprise, the CPA 
should be aware of his social responsibility to the firm’s employ- 
ees. This obligation extends to all levels of employment, whether 
the employees are a part of the management group or are mem- 
bers of an organized labor union. 

The CPA should give special emphasis to the disclosure of 
information that is pertinent to employees.26 This would include 
comparative specific wage data and labor costs in relation to pro- 
ductivity. Specific wage data would include payment for time 
not worked—holidays, sick leave, vacations, rest periods, etc., 
and for company contributions in the form of pensions, insurance, 
clothing, meals, recreation, and other fringe benefits. Labor costs 
in relation: to productivity would include labor costs identified 
with a product, labor efficiency as compared to an established 
standard, etc.2?, Data of this type may be presented effectively 
in graphic or diagramatic form. 

Another area of social responsibility to employees that the 
CPA should recognize and accept is the area of human relations. 
In his systems work, in his emphasis upon internal control, and 
in his rendering of “management services,’ the CPA tends to 
manipulate the social relationships of employees in both the form- 
al and informal groups. The CPA should recognize that, either 


25Thomas G. Higgins, “Professional Ethics and Public Opinion,” The 
Journal of Accountancy, Vol. 106, No. 5 (November, 1958), pp. 36-37. 

26The proper extent of disclosure is governed by the form and character 
of the enterprise—whether publicly owned, whether employees are stock- 
holders or are in a managerial status, management policies, etc. 

27Morton Backer (Editor), Handbook of Modern Accounting Theory 
(New York: Prentice-Hall, Inc., 1955), p. 546. 
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directly or indirectly, the services he renders may affect employees’ 
efficiency, attitude, social status, and general welfare. 

To discharge his responsibility to employees in a satisfactory 
manner, the CPA should meet the standards of knowledge, the 
codes of high moral principles, and the standards of reporting 
comparable data previously discussed in this paper. Special em- 
phasis should be placed upon the presentation of accounting data 
that are pertinent to the employee group, and upon the presen- 
tation of these data in a form that can be readily understood. 

There are many other individuals and groups that may make 
tise of the data furnished by the CPA. A partial listing of these 
users would include bankers, investmert analysts, stock brokers, 
yovertimental agencies, students of busitiess, and the reading 
lic, The CPA should be aware of these various needs for and 
demands upon accounting data, He should accept a sense of fe- 
sponsibility for satisfying these needs and demands, He should 
he aware of the fact that frequently the finanelal reports hearing 
his opinions are the sole means of information for many of those 
in this group. 

To discharge his responsibility satisfactorily, the CPA must 
meet the standards of knowledge and reporting and the eodes 
of high moral principles previously discussed, Special emphasis 
should he given to the development of useful, consistent, and 
comparable data, together with adequate disclosure of pertinent 
information, 
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SUMMARY AND CONCLUSION 


Accounting is the language of business. It is a communication 
process that records and presents the results of business and 
economic activity. The Certified Public Accountant has achieved 
professional status as an expert in this communication process. 
However, the CPA is confronted with certain complicating fac- 
tors that tend to impair the effectiveness of his communications. 
sriefly, two of these factors are that users of accounting data 
frequently have an inadequate tinderstanding of the accounting 
process, and that matiy tisers of accounting data are unknown of 
unidentified and have varied interests in accounting data, 


The CPA's hasie professional responsibilities and legal respon- 
sihilities have been stated in the form of rules, court decisions and 
statutes, However, the CPA should sense a feeling of responsibil 
ity that extends heyond a striet complianee with these hasie legal 
and professional requirements, This extended responsibility is 
a sense of moral obligation to render service that recognizes the 
social implications of the services rendered—standards of living, 
life of an enterprise, rates of wages and dividends, personal say- 
ings, retirement security, ete, The social implications may he 
local in nature or they may reach national significance in the 
forms of legislation and government policies based upon national 
income figures which are derived primarily from accounting data. 


To solve his communication problems and to discharge his 
social responsibilities the CPA should do the following: (1) Ac- 
quire adequate knowledge—knowledge in fields beyond the re- 
quirements required to pass the professional examination. (2) 
Conform to the generally accepted standards of reporting that 
have been developed, but be active in promoting needed changes 
in standards and help to make them generally accepted. (3) Con- 
tribute to the enlightenment and education of persons who make 
use of accounting data. (4) Maintain a code of high moral prin- 
ciples. (5) Accept a sense of responsibility for the social im- 
plications of his services, maintaining a “good of the community” 
frame of reference in all the services he renders. 


The future growth, development and status of the accounting 
profession is dependent upon its members combining expert skills 
and knowledge with the application of the golden rule. 
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SELF-INSURANCE FROM THE BUYER'S 
POINT OF VIEW 


The reason for embarking on a plan of self-insurance is to 
effect a savings in risk costs. Every profit-making venture exists 
to maximize profits, and one important way to accomplish this 
objective is to cut costs. 

The risk manager is not only an insurance buyer but is also 
concerned with those risks that are to be self-insured, as well as 
those risks which are not to be insured at all. His primary re- 
sponsibility, whether he works for a large corporation or a small 
business, is to safeguard the assets against those losses which can 
seriously affect the cash flow of the business. This means that he 
is responsible for controlling risk costs so that they do not exceed 
the limits of the financial budget. Risk cost under a program of 
self-insurance would include the following: 


1. Premiums for catastrophe insurance 

2. Premiums for self-insurance bonds 

3. Loss prevention engineering expense 

4. Loss adjustment and legal expense 

5. Management expense of the self-insurance plan 

6. Loss of tax deduction of former insurance premiums 
7. Uninsured losses sustained or paid 


In addition to considering these costs, the proposed self-insurer 
must be certain that the firm’s financial condition will at all times 
have the capacity to absorb a possible shock loss without impairing 
working capital. 

Only when the proposed self-insurer is prepared to provide 
all the services that would otherwise be performed by an insurance 
company is it in a position to undertake a program of self-insur- 
ance.! Even then it is not always possible to manage economically 
a self-insurance program. 

Small firms are not usually in a position to consider self-in- 
surance or even the use of large deductibles. Their working 
capital position is usaully limited to such an extent that one 


*Mr. Theobald is Assistant Dean of the School of Business at North- 
western University, in charge of the evening division, and Assistant Pro- 
fessor of Business Administration. 

1John D. Long, “Stabilizing Income Through Insurance”, Business Hori- 
sons Vol. 1, (Winter, 1958), p. 93. 
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catastrope loss could bankrupt the business. In addition, they gen- 
erally do not have a staff qualified to administer a program of 
either type. 

However, medium-sized businesses with a payroll that gene- 
rates sufficient premium volume may use the following forms of 
self-insurance to cover the liability and compensation risks: 

The first of these is Excess of Loss insurance, which is com- 
monly purchased to cover the public liability risk. Under this, the 
insured would self-insure the first $10,000 of bodily injury and 
property damage liability and then purchase an Excess of Loss 
policy to cover from $10,000 to $1,000,000 or more. The insured 
would then arrange for outside safety engineering services and 
retain a law firm for claims service or furnish their own services. 
Under either arrangement, the insured may exercise direct control 
over the payment of claims. 

One way of covering the compensation risk is by the purchase 
of an Aggregate Excess policy. This method is midway between 
the fully self-insured type of program and the fully insured pro- 
gram at standard premium rates. To use this policy, the insured 
must qualify as a self-insurer within the state; this is usually done 
by posting a bond and proving financial ability to discharge the 
Workmen's Compensation obligation. Then the insured arranges 
for outside claim and safety engineering services. 

For example, the insured with an estimated compensation 
premium at standard rates of $100,000 would purchase an Aggre- 
gate Excess policy from Lloyd’s. The cost of insurance including 
outside claim and safety engineering services would amount to 
$25,000. The balance of $75,000 of the standard premium is then 
set up in a funded self-insurance reserve for the payment of losses 
and loss expense including the cost of administering the plan. Then 
as losses occur, payments are made out of this fund until the 
$75,000 is exhausted, after which the Aggregate Excess policy pays 
all losses up to the policy limit. This policy is usually purchased 
in one or more layers. The first layer might be $100,000 in excess 
of the $75,000 with as many additional layers as the insured elects. 
If the insured has a normal loss ratio of about 60%, this plan will 
result in a savings of 15% or $15,000 over the purchase of the 
standard Workmen’s Compensation policy. 


A serious fault of this plan is that the liability of the insurer 


is limited to a specific dollar amount. This is not the case with 
standard Workmen’s Compensation insurance, which has no limit. 
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If the insured sustains several large compensation claims it is 
quite possible under the Aggregate Excess policy that the limit 
of liability could be reached, at which time the insured would be- 
come a primary self-insurer. Also to be remembered is the fact 
that these policies control a Commutation Clause which requires 
that all claims outstanding at the end of a two-year period be 
adjusted on the basis of total anticipated costs. This presents the 
problem of computing future medical payments as well as com- 
pensation payments for the life expectancy of the injured em- 
ployee, particularly when the claim is for total permanent disabil- 
ity. In the event a lump-sum settlement is not made or is not 
accepted by the employee, the employer may be confronted with a 
tax problem when it comes to setting up this money in a reserve 
fund from which payments are to be made to the injured employee. 
Payment to the employer of this money may be considered by the 
Bureau of Internal Revenue as current income to the business. 

Retrospective Rating plans may also be used to cover public 
liability and Workmen’s Compensation risks. These plans with 
their loss limitation factor and specified maximum premium offer, 
in effect, a type of aggregate deductible. 

Public liability and Workmen’s Compensation claims must he 
adjusted whether insured or not, while physical damage losses do 
not require adjustment if no insurance claim is to be made. State 
statutes require the settlement of Workmen’s Compensation claims. 
Public liability claims must be defended at law, or settled out of 
court. However, if uninsured physical damage losses are used 
as an income tax deduction, they must be substantiated. 

Consider the field of physical damage coverage where the 
Chubb Plan is an example of one type of deductible plan. It 
utilizes the standard fire policy and endorsements such as extended 
coverage, and vandalism and malicious mischief. It is effected by 
attaching a deductible endorsement which specifies the policy limit 
and the amount of the deductible, as well as the original rate, the 
percentage credit for the deductible, and the net rate.? 

Important provisions of the deductible endorsement are: 
any coinsurance, contribution, average or distribution clause 
which may be a part hereof shall apply to the full value of the 
property insured, without reduction for the amount of the deduc- 
tible specified herein, and that such deductible shall apply after 
any penalty has been assessed by the application of such coinsur- 


2Rough Notes, “Deductible Fire Insurance Plans,” Policy, Form, and 
Manual Analysis Service (October, 1951), ref. 134.6. 
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ance, contribution, average or distribution clause. Each claim for 
loss or damage (separately occurring) shall be adjusted separately 
and to each adjusted claim the specified deductible shall apply. 
It is a condition of the endorsement that the specified deductible 
shall be solely at the risk of the insured and shall not be covered 
under any other policy of insurance. Deductible fire insurance 
plans, such as this, are now available in most states. 

Two examples of the operation of this plan are shown below: 


Amount of Amount of % of Deductible % Rate 
Deductible Insurance to Insurance Credit 
$5,000 $50,000 10% 22% 
$5,000 $14,285 35% 43% 


In the first example where the deductible is 10% of the 
amount of insurance above the deductible, the credit is 22% , where- 
as in the second example, the same $5,000 deductible is 35% of 
the amount of insurance above the deductible and the credit is 
43%. It is doubtful whether the $5,000 deductible would ever 
be recommended to insured with only $19,285 in values, in spite 
of the 43% rate credit. Few insureds in this class are in a posi- 
tion to absorb a $5,000 loss out of current earnings or pay for it 
out of a funded reserve. Then, too, it is always possible that there 
might be more than one loss above the deductible in a given year. 

The use of large deductible or excess of loss forms for physi- 
cal damage coverage avoids insuring the maintenance type of loss 
at a 50% disadvantage. This is determined by figuring a 50% 
loss ratio, with the other 50% accounted for in commissions, 
profits, and other non-loss costs of the carrier. Under these plans 
both the insured and the insurer are spared the expense of adjust- 
ing numerous small losses. Even though small losses are not 
adjusted, the insured does incur some administrative expense in 
connection with them. A definite disadvantage of having a large 
deductible apply to each loss is that it may result in extreme 
fluctuation in loss costs from year to year, particularly when there 
is more than one serious loss in a year. 

A solution to this disadvantage would appear to be in the use 
of an aggregate deductible, but in order to develop the aggregate 
it is necessary to adjust each loss during the policy period. Be- 
cause the insured may not know until the last day of the policy 
period whether the aggregate deductible will come into play and 
because the insurance adjuster would resist attempting to adjust 
losses several months after they occur, the expense of adjusting 
small losses is not avoided. A suggested solution would be the use 
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of a franchise aggregate deductible. The policy may, for example, 
provide an annual aggregate deductible of $100,000 with only 
losses over $10,000 considered for the purpose of developing the 
aggregate. This would in effect be a $100,000 aggregate deduc- 
tible with a $10,000 franchise used to build up the aggregate. 

Let us consider a company that had 50 losses in the past five 
years which ranged from $500 to $6,000 as follows: 


Annual Number of Losses Total Amount 
Minimum 5 $10,000 
Maximum 10 37,500 
Average 10 25,000 


The risk manager is faced with the problem of recognizing 
the degree of credibility he should assign to his company’s past 
loss experience. While the average of $25,000 per year may be 
reasonably credible, the maximum of $37,500 may be merely 
fortuitous. But before this $37,500 may be accepted as the ab- 
solute maximum, at least three things must be considered: 


(1) Is $6,000 the absolute maximum for a single loss ? 


(2) How credible is the average when applied to 50 losses 
rather than 15? 
(3) Will future changes, either in the general economy or in 


the operation of this company, have an undesirable effect 
on losses ? 


Now let us consider an actual case, a company which does not 
want physical damage risk costs to exceed $55,000 per year. 
Kaxmple A shows physical damage risk costs: 


KXAMPLE A: 


Exposure Coverage Cost 
Fire and extended Coverage : 
Direct Damage Full $20,000 
Business Interruption Full 8,000 
Criminal Loss Full 1,000 
Motor Vehicle; Physical Damage None 3,000* 
Transportation None 500* 
Total $32,500 


*Average annual loss 


From experience the risk manager knows that fire losses below 
$25,000 average less than $5,000 per year. He then purchases a 
$25,000 deductible fire policy, The situation then becomes as 
shown in Example B: 
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EXAMPLE B: 


Exposure Minimum Average 


Fire and Extended Coverage: 


Direct Damage $15,000 $18,000 
Business Interruption 8,000 8,000 
Criminal Loss 1,000 1,000 
Motor Vehicle 1,000 3,000 
Transportation 200 500 
Totals : $25,200 $30,500 


** Assumed maximum annual loss 


The apparent maximum annual loss cost then becomes $55,000, 
but the assumed maximums are not sound assumptions. Any one 
of these may exceed the stated maximum. It is assumed there will 
be only $25,000 of fire and extended coverage direct damage losses 
helow $25,000 per loss. Two serious fire losses beyond the de- 
ductible would result in a maximum cost of $65,000, figuring the 
premium cost of $15,000, plus two losses over the $25,000 deduc- 
tible. The motor vehicle and transportation maximum are based 
upon past experience, and past experience is no guarantee of the 
future—it is only an indication. 

A possible solution would be an All Risk Physical Damage and 
Criminal Loss policy with an annual aggregate deductible. This 
would result in a slightly higher minimum and average costs, but 
with a guaranteed maximum cost as shown in Example C. 


KXAMPLE C: 


Exposure 

All Risk Physical Damage 
with Criminal Loss Policy 
with $30,000 
Annual Aggregate 


Minimum Average Maximum 


Deduetible (Premium ) $25,000 25,000 $25,000 
Losses below $30,000 3,000 8,000 30,000 
Totals: $28,000 $33,000 $55,000 


This solution would also permit insurance companies to re- 
place, in part, the premium volume lost through the use of de- 
duetibles by including those perils which were previously unin- 
sured,’ 

While the foregoing example applies to a big business, there 


3The foregoing illustration has been adopted from materials furnished by 
Mr. William E, Reynolds of the Insurance Department, Standard Oil 
Company (Indiana). 
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Maximum 

$40,000 
8,000 
1,000 
5,000** 
1,000** 
$55,000 
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appears to be no reason why the same principle could not be ap- 
plied to a smaller business, provided it otherwise was qualified to 
use the plan. There seems to be no question that a successful plan 
of self-insurance can produce savings in risk costs, if the pros- 
pective self-insurer has the staff to formulate and to operate the 
program. 

It should be pointed out that deductible insurance is self- 
insurance—only to the extent of the deductible. The buyer as- 
sumes the position of the underwriter when he decides on the 
amount of the deductible. This decision should be made only after 
carefully considering the premium savings, the distribution, and 
amount at risk. The contract limit of liability should be sufficient 
to cover the largest anticipated single loss, even though it may not 
equal the entire value at risk. 

It is questionable whether a large deductible should be used on 
property that has a low fire rate, such as 3Y%c, because the dollar 
amount of premium savings would be negligible.4 Deductibles pro- 
vide a balance between an illogical program of self-insuring all 
losses regardless of amount and the expensive program of trying 
to fully insure all losses, including those which are comparatively 
inconsequential.‘ 

If retained earnings are used to build up a self-insurance con- 
tingency reserve and the business is a corporation in the 52% tax 
bracket, it should be borne in mind that it will take two dollars of 
earnings (provided that there are earnings) for each dollar (after 
taxes) that is put into the reserve. When losses do occur they 
can usually be offset against income if the reserve is not adequate 
to absorb the entire loss.® 

In order for the reserve to function as intended it should be a 
funded reserve, with the funds so invested that the cash will be 
available when needed. Short-term government bonds or notes 
appear to be one of the best mediums of investment for this pur- 
pose. This fund should be held inviolate and not used for any 
other corporate purpose, however urgent or justified the need. 

The proportion that a contingency reserve may assume is limited 
and must be justified to the tax authorities in order to avoid being 
penalized for unlawful accumulation of reserves with the resulting 


4Minimum fire rate for non-sprinklered commercial or industrial build- 
ing in Cook County, Illinois, per Cook County Inspection Bureau. 


5F. W. Wrenn, “Fire Deductible is Making Steady Progress", The Na- 
tional Underwriter (April 26, 1956), pp. 13, 33, 


Internal Revenue Code of 1954; 165 (a) and 165 (ce), 
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confiscatory tax on accumulated earnings.? On the other hand, if 
insurance is used to provide protection against contingencies, the 
premiums are deductible for income tax purposes, provided they 
meet the test as an ordinary and necessary business expense.® 

Because of the tax limitations on reserve accumulation, a seri- 
ous loss could arise of the magnitude that it could not be covered 
by the self-insurance contingency reserve, plus current income, 
and the business may not be able to take advantage of the full tax 
henefit—even with the loss carry-over provisions of the tax code.° 

In closing, it should be emphasized that not all businesses are 
in a position to undertake a program of self-insurance or one 
embodying the use of the large deductibles as each program must 
he carefully underwritten to insure its success. 


7/bid,, 531, 532, 533, 
8/bid,, 162 (a), 
Long, Op. Cit, p. 97, 
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